T 05hr_JC-Au_Mise_pt67

L

& Details: Legislative Audit Bureau Report 05-15: An Audit: Local Government Property Insurance
Fund, Office of the Commissioner of Insurance

(FORM UpDATED: 08/11/2010)

WISCONSIN STATE LEGISLATURE ...
PUBLIC HEARING - COMM

2005-06

{session year)

Joint

(Assembly, Senate or Joint)

Committee on Audit...

COMMITTEE NOTICES ...

> Committee Reports ... CR
> Executive Sessions ... ES

> Public Hearings ... PH

INFORMATION (OLLECTED BY COMMITTEE FOR AND AGAINST PROPOSAL

> Appointments ... Appt (w/Record of Comm. Proceedings)
> Clearinghouse Rules ... CRU'G (w/Record of Comm. Proceedings)

> Hearing Records ... bills and resolutions (w/Record of Comm:. Proceedings)
(ab = Assembily Bill) (ar = Assembly Resolution) (ajr = Assembly Joint Resolution)
(sb = Senate Bill) (sr = Senate Resolution) (sjr = Senate Joint Resolution)

> Miscellaneous ... Misc

* Contents organized for archiving by: Stefanie Rose (LRB) (October 2012)




22 E. Mifflin St., Ste. 500
Madison, Wiscornsin 53703

(608) 266-2818
STATE OF WISCONSIN Fax (608) 267-0410

. o . Leg.Audit.Info@egis.state.wius
Legislative Audit Bureau

'
—

janice Mueller
State Auditor

DATE: October 26, 2005

TO: Karen Asbjormson and Pamela Matthews
Committee Clerks to the Joint Legislative Audit Committee

FROM: Carolyn Stittleburg W~
Financial Audit Director

SUBJECT:  Report 05-15: Local Government Property Insurance Fund

As required by s. 13.94(1)(de), Wis. Stats., we have completed a financial audit of the Local
Government Property Insurance Fund, which provides property insurance to counties, towns,
villages, school districts, and other local units of government. The Fund is administered by the
Office of the Commissioner of Insurance (OCI). We have provided an unqualified auditor’s
report on the Fund’s financial statements for the fiscal years (FYs) ending June 30, 2004, 2003,
2002, and 2001.

Our report discusses the financial status of the Fund. We note that the Fund incurred losses for
the three-year period ending June 30, 2003. OCI took steps to address these losses, which allowed
the Fund to return to profitability for the fiscal year ended June 30, 2004. In addition, we report a
material weakness in internal controls related to the premature destruction of claim files by a
subcontractor for the prior fund administrator. Working with the current fund administrator and
local governments, OCI was able to re-create the claim files and provide sufficient documentation
for us to provide our audit opinion. However, this issue caused significant delays in our audit.

Enclosed is a copy of the report and the report highlights, which summarizes the results of our
audit and the financial status of the Fund.

This report will be released on Thursday, October 27, at 9:00 a.m. Please contact us if you have
any questions.
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LEGISLATIVE AUDIT BUREAU

The Bureau is a nonpartisan legislative service agency responsible for conducting financial and
program evaluation audits of state agencies. The Bureau’s purpose is to provide assurance to the
Legislature that financial transactions and management decisions are made effectively, efficiently,
and in compliance with state law and that state agencies carry out the policies of the Legislature and
the Governor. Audit Bureau reports typically contain reviews of financial transactions, analyses of
agency performance or public policy issues, conclusions regarding the causes of problems found,
and recommendations for improvement.

Reports are submitted to the Joint Legislative Audit Committee and made available to other
committees of the Legislature and to the public. The Audit Committee may arrange public

hearings on the issues identified in a report and may introduce legislation in response to the audit
recommendations. However, the findings, conclusions, and recommendations in the report are those
of the Legislative Audit Bureau. For more information, write the Bureau at 22 E. Mifflin Street,

Suite 500, Madison, W1 53703, call (608) 266-2818, or send e-mail to leg.audit.info@legis.state.wi.us.
Electronic copies of current reports are available on line at www legis.state.wi.us/lab.

State Auditor - Janice Mueller
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Carolyn Stittleburg, Director and Contact Person
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STATE OF WISCONSIN
Legislative Audit Bureau

22 E. Mifflin St., Ste. 500
Madison, Wisconsin 53703
(608) 266-2818

Fax (608) 267-0410
Leg.AuditInfo@legis.state.wi.us

Janice Mueller
State Auditor

October 27, 2005

Senator Carol A. Roessler and

Representative Suzanne Jeskewitz, Co-chairpersons
Joint Legislative Audit Committee

State Capitol

Madison, Wisconsin 53702

Dear Senator Roessler and Representative Jeskewitz:

As required by s. 13.94(1)(de), Wis. Stats., we have completed a financial audit of the Local
Government Property Insurance Fund, which provides property insurance to counties, towns,
villages, school districts, and other local units of government. The Property Fund is
administered by the Office of the Commissioner of Insurance (OCI). As of June 30, 2004, it
insured $35.9 billion in property owned by 1,203 local units of government. We have provided
an unqualified auditor’s report on the Property Fund’s financial statements for the fiscal years
(FYs) ending June 30, 2004, 2003, 2002, and 2001.

Because of changes in reinsurance coverage and increases in claims, the Property Fund
experienced net losses of $8.1 million for the three-year period ending June 30, 2003. In
response, OCI increased policyholder premiums. Following this increase, the Property Fund
ended FY 2003-04 with net income of $9.2 million and a surplus of $24.5 million. OCI monitors
the surplus level and believes it is currently appropriate in light of recent loss experience and
recent changes in reinsurance.

In completing our audit, we encountered a serious documentation problem: a subcontractor for
the previous fund administrator destroyed nearly all claim files for FYs 2000-01 and 2001-02. In
order to provide the necessary documentation and assurances that claim payments were
properly made, OCI had the destroyed claim files re-created with the assistance of the current
fund administrator and local governments. OCI was able to provide an adequate level of
documentation to allow us to provide an unqualified opinion on the financial statements.

We appreciate the courtesy and cooperation extended to us by OCI staff and the private firms
responsible for administration of the Property Fund. OCI's response follows our report.

Respectfully submitted,

%;% /?4414)

Janice Mueller
State Auditor

JM/CS/ss
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Report Highlights =

Our auditor’s report
Is unqualified.

The Property Fund'’s surplus
declined to 515.3 million
at the end of FY 2002-03,
but it has since rebounded.

Since the end of

FY 2003-04, participation
in the Property Fund has
declined from 1,203

to 1,160 local units

of government.

Most claim files for

FYs 2000-01 and 2001-02
were destroyed by a
subcontractor.

The Local Government Property Insurance Fund was created by the
State to make reasonably priced property insurance available to
counties, cities, towns, villages, school districts, and other local units
of government. It insures buildings, motor vehicles, libraries, and
other property. The Property Fund must accept any local
government that wishes to participate, and it cannot place
restrictions on the type of property covered. As of June 30, 2004,

it insured approximately $35.9 billion in property owned by

1,203 policyholders. ‘

The Office of the Commissioner of Insurance (OCI) has statutory
responsibility for administering the Property Fund. However,
policies are issued, premiums are collected, and claims are paid
primarily through private contractors. Both claims and
administrative expenses are financed through policyholde
premiums and investment earnings. ,

Section 13.94(1)(de), Wis. Stats., requires the Legislative Audit
Bureau to audit the Property Fund. As part of this financial audit,
we:

= reviewed financial records, supporting
documentation, and control procedures;

= assessed the fair presentation of financial
statements for fiscal years (FYs) 2003-04, 2002-03,
2001-02, and 2000-01;
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* reviewed compliance with statutory provisions;
and

* discussed various issues with OCI staff and the
fund administrator.

We have provided an unqualified auditor’s report on the Property
Fund'’s financial statements but reported a material weakness in

internal controls related to the premature destruction of claim files.

Financial Status

Increases in claims and changes in reinsurance terms and costs
caused the Property Fund to incur net losses in three of the four
years we audited. As shown in Table 1, these losses totaled
$8.1 million. However, increases in policyholder premium rates
allowed the Property Fund to earn net income of $9.2 million for

FY 2003-04. Premium rates have been reduced since our audit period

ended.

Table 1

Net Income (Loss)

Fiscal Year Net Income (Loss) 1
2000-01 $(2,078,946)
2001-02 (3,553,756)
2002-03 (2,483,591)
2003-04 9,236,418

The Property Fund experienced a significant increase in
policyholder claims. Total claims averaged $14.4 million per year
from FY 1997-98 through FY 2003-04, compared to $6.5 million per
year from FY 1989-90 through FY 1996-97. Increases in both the
number of policyholders and the value of property insured have
contributed to the increase in claims.
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To mitigate the risk of large claims, the Property Fund purchases
reinsurance. From FY 1997-98 through FY 1999-2000, reinsurance
significantly limited the effects of large losses by paying

$19.2 million in claims. During that same three-year period, the
Property Fund paid $4.0 million in premiums to reinsurers.

However, the lead reinsurer cancelled its contract with the Property
Fund effective January 5, 2001. A new reinsurer was selected, but
reinsurance terms were less favorable. The terrorist attacks of
September 11, 2001, caused additional changes in the reinsurance
market, and the terms of the Property Fund’s contract were again
changed. Premiums paid to reinsurers increased from $1.1 million in
FY 1999-2000 to $5.7 million in FY 2003-04. In addition, reinsurance
did not begin to cover claims until the Property Fund had incurred
significantly higher claims. For example, between 2001 and 2003, the
aggregate annual threshold after which reinsurance would pay
claims rose from $6.0 million to $18.0 million annually.

Because of the changes in reinsurance contract terms, the Property
Fund began to pay a larger percentage of claims directly. From

FY 1997-98 through FY 1999-2000, reinsurers paid 45.1 percent of
total claims. From FY 2000-01 through FY 2003-04, they paid only
11.0 percent of total claims.

Although the Property Fund now pays a larger portion of claims,
reinsurance continues to serve the same purpose it had in the past:
providing coverage when unusually high or unexpected losses
occur. OCI continues to monitor reinsurance use and the terms of its
reinsurance contracts.

To ensure that policyholder premiums were adequate to cover the
Property Fund’s increased reinsurance costs and loss exposure, OCl
increased them three times between July 1,2001 and July 1, 2003. As
a result, revenues from premiums paid by policyholders increased
from $11.4 million in FY 2000-01 to $26.7 million in FY 2003-04.

Surplus Balance

The premium rate increases implemented by OCI allowed the
Property Fund to improve its financial position in FY 2003-04. Net
income was $9.2 million, and the year ended with a surplus balance
of $24.5 million, as shown in Figure 1. Unaudited financial
statements for FY 2004-05 show a surplus balance of $34.5 million.
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Figure 1

Surplus Balance
For the Fiscal Year Ended June 30!
(in Millions)
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' For 2005, the balance reported is based on unaudited financial statements.

An adequate surplus balance is important for the Property Fund’s
financial stability. OCI has established a target surplus of at least
$20 million, with a premium-to-surplus ratio of 1 to 1. That is, for
every $1 of premiums written, the Property Fund should have $1
of surplus. As of June 30, 2005, the Property Fund’s premium-to-
surplus ratio was 1 to 1.37. .

'The Property Fund is different than private insurance companies in

that it cannot diversify its insurance program across different types
of insurance or outside of Wisconsin. This creates different risks,
which may justify maintaining the surplus at a higher level. OCI
believes the surplus balance is appropriate given the recent changes
in premium rates and reinsurance, and the unique characteristics of
the Property Fund. However, it should continue to monitor the
surplus balance to ensure it is not too large, especially given the

fiscal constraints currently faced by participating local governments.

dl
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Property Fund Participation

Participation in the Property Fund increased over the four-year
period of our audit, from 1,113 policyholders at the beginning of

FY 2000-01 to 1,203 at the end of FY 2003-04. However, participation
has since declined. As of June 30, 2005, 1,160 local governments
purchased insurance through the Property Fund.

Some of the decline in participation may be attributable to increases
in policyholder premium rates. However, increased competition in
the insurance market could also be affecting the Property Fund.
Under 2003 Wisconsin Act 78, which took effect in December 2003,
municipal mutual insurance carriers may sell property insurance.
Previously, they could sell only worker’s compensation insurance,
liability insurance, and risk management services. OCI should
continue to monitor trends in Property Fund participation.

Destruction of Claim Files

During the course of our fieldwork, we found that a subcontractor
hired by the Property Fund’s previous administrator had destroyed
nearly all documentation to support claims paid in FYs 2000-01 and.
2001-02. Claim files are important because they provide the
documentation necessary to support paid claims. Without this
information, the Audit Bureau could not provide an opinion on the
Property Fund’s financial statements.

Working with the current fund administrator and local governments,
OCI re-created the missing claim files. However, the process delayed
our audit significantly, and extra costs were incurred by both OoCl1
and this office. According to OCI, these extra costs will be paid by the
previous fund administrator.

We note that the claim files were destroyed in violation of the State’s
record-retention rules. The destruction of the files occurred two
years after the transition to the new fund administrator. OCI could
have been expected to take additional steps to ensure that claim files
were properly safeguarded.

In a separate management letter, we make recommendations for
OCI to include specific language in its contract with the current fund
administrator to define the State’s requirements for retaining
Property Fund documents. We also recommend that steps be taken
to ensure any additional claim files held by the previous fund
administrator or its subcontractor be properly maintained.



